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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
SW FT, Judge: Respondent determ ned a $6, 223,176 Feder al
estate tax deficiency wwth respect to the estate of decedent
Marjorie deGeeff Litchfield (the estate).
After agreenent by the parties as to the fair market val ue
of many assets of the estate, the issues for decision involve the

percentage di scounts that should be used for built-in capital



-2 -
gains taxes, for lack of control, and for lack of marketability
relating to the estate’s mnority interests in two closely held
fam |y corporations.

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect on the Cctober 17, 2001,
alternate valuation date, and all Rule references are to the Tax

Court Rules of Practice and Procedure.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

Decedent, Marjorie deGeeff Litchfield, died on April 17,
2001, a resident of Katonah, New York. At the time of filing the
petition, George B. Snell, coexecutor of the estate, lived in New
Jersey, and Peter deGeeff Jacobi, the other coexecutor of the
estate, lived in North Carolina.

Under section 2032(a)(2) the estate elected the October 17,
2001, alternate valuation date (the valuation date).

Decedent’s husband, Edward S. Litchfield, had died in 1984.
On the date of his death, decedent’s husband owned mnority stock
interests in two closely held fam | y-owned corporations naned
Litchfield Realty Co. (LRC) and Litchfield Securities Co. (LSC).

In his wll, a qualified term nable interest property
el ection was nmade by decedent’s husband under section 2056(b)(7),
and the shares of LRC and LSC stock owned by decedent’s husband

transferred upon his death tax free under the marital deduction
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to alifetime inconme residuary trust in favor of decedent that
had been established in 1984 (the trust). For Federal estate tax
pur poses, under section 2044 decedent’s estate is required to
include in her gross estate the fair market value of the LRC and

LSC stock owned by the trust.

LRC

In 1921 LRC was incorporated in Delaware as a C corporation
to invest in and to manage farn and and ot her assets of the
Litchfield famly in lowa. From 1921 until 1984, all outstanding
shares of LRC stock were owned by nenbers of the Litchfield
famly. After the trust was established in 1984, all outstanding
shares of LRC stock were owned by nenbers of the Litchfield
famly and by the trust.

As of the valuation date, LRC had approximtely 18
shar ehol ders, and decedent’s estate owned directly and indirectly
through the trust a total of 215,556 shares of LRC stock or 43.1
percent of the 500,000 shares of LRC stock outstanding.

The table below identifies LRC s board of directors and
officers and briefly describes their investnent experience as of

t he val uati on date:
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Nane Director Ofice Held | nvest nent Experience
Phillip Litchfield Chai r man -- --
Kurt 4 son Yes Pr esi dent --
M chael deM It Yes Asst. treasurer CPA and CFA
Ward Hunter No VP & treasurer --
John Kauf man Yes Asst. secretary --
M chael Larned Yes Asst. treasurer Experi enced i nvestor
Christopher Litchfield No Secretary Manager of hedge
fund
Eric Litchfield Yes Asst. secretary --
Pieter Litchfield Yes Asst. treasurer --
Ay \WWebber No Asst. secretary --

In 1921 when LRC was forned, Litchfield famly nenbers
contributed to LRC farmand in return for shares of LRC stock.
Over the years, LRC has leased its lowa farm and to | ocal farners
under share-|ease agreenents.?

As of the valuation date, LRC s assets consisted |largely of
farm and and marketabl e securities, and LRC al so owned a
subsidiary corporation that owned and operated a public grain

el evator and that sold to farners crop insurance and services

! Under |lowa share-|ease agreenents, LRC |eases farnmand to
| ocal tenant farners, pays the farners a share of the crop’s
pl anting costs, and receives a share of the proceeds when the
crops are sold. Under lowa |law, restrictions apply to corporate
ownership of farm and. Because LRC was forned for an
agricultural purpose and because only Litchfield famly nenbers
and the trust own shares in LRC, LRC qualifies as an lowa famly
farmcorporation and is permtted to owm farm and. |owa Code
Ann. secs. 9H.1(8), 9H 4 (West 2001).
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such as pesticide and fertilizer applications. LRC s assets had
a total net asset val ue of $33,174, 196--%$23,422,439 in farm and
and rel ated equi pmrent and supplies and $9, 751, 757 i n nmar ket abl e
securities.?

Al though LRC s earnings each year reflected a marginal
profit, in 2001 and for many prior years LRC had not been
performng as well as expected by LRC managenent and
sharehol ders. During the 1990s m d-western farn and consistently
had an annual incone yield of over 4 percent of net asset val ue.
LRC s farm and generally had an annual inconme yield of |ess than

1 percent.

2 Per a stipulation of the parties, as of the Cct. 17, 2001,
valuation date LRC s assets, liabilities, and net asset value are
|i sted bel ow

Asset s: Fair Market Val ue
Real estate $22,671, 055
Mar ket abl e securities 9, 751, 757
M neral rights 319, 942
Subsi di ary 300, 000
Grain inventory 244,122
Prepai d expenses 156, 304
Machi nery, equi pment, and vehicl es 132, 782
Cash 39,414
Co- op di vi dends 31,970
Recei vabl es (25, 062)

Liabilities (448, 088)

Net asset val ue $33, 174, 196
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On January 1, 2000, LRC elected to convert froma C
corporation to an S corporation. LRC managenent antici pated that
pass-through taxation would result in increased profitability and
better returns for LRC sharehol ders. However, if before
January 1, 2010 (10 years fromthe first day of the first taxable
year for which LRC elected S corporation status), LRC sold assets
that it owned before its January 1, 2000, S election, LRC would
i ncur corporate-level tax on the sale of those assets. See sec.
1374.

Bef ore the valuation date, LRC managenent determ ned that
strai ght cash | eases with |local farners probably would provide a
better return than share-| ease agreenents. However, because
i nconme fromstrai ght cash | eases typically constitutes passive
i ncone and because LRC managenent did not want to trigger a
corporate-level tax on passive incone in excess of 25 percent of
gross receipts, see sec. 1375, as of the valuation date LRC had
not yet started using straight cash |eases for its farn and.

Since 1921, LRC occasionally has sold portions of its

farm and to rai se cash

LSC
In 1924 LSC was incorporated in Delaware as a C corporation

to invest in marketable securities. Litchfield famly nenbers
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contributed marketabl e securities they owned to LSC in return for
shares of LSC stock

As of the valuation date, LSC had approxi mately 50
sharehol ders, and all sharehol ders were nenbers of the Litchfield
extended famly or the trust. As of the valuation date,
decedent’ s estate owned directly and indirectly through the trust
38,808 shares of LSC stock or 22.96 percent of the 168,990 shares
of LSC stock outstandi ng.

The table below identifies LSC s board of directors and
officers and briefly describes their investnent experience as of

t he val uati on date:

Nane Director Ofice Held | nvest nent Experience
M chael Larned Chai r man Pr esi dent Experi enced i nvestor
M chael deM It Yes VP & treasurer CPA and CFA
John Kauf man Yes Secretary --
Christopher Litchfield Yes -- Manager of hedge fund
Brian Morris Yes -- --
Ann Theur er -- Asst. secretary --

M. Larned nmade recommendati ons to LSC nanagenent as to
whi ch stocks shoul d be bought and sold and when.
As of the valuation date, LSC s assets included blue-chip

mar ket abl e securities (e.g., AT&I, DuPont, and IBM as well as
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partnership and other equity investnents, and LSC had a conbi ned
net asset value of $52,824,413.3

Over the years, LSC s investnent strategy focused on
maxi m zi ng cash dividends to sharehol ders, and cash divi dends
paid to LSC sharehol ders increased consistently.

No shares of LRC or LSC stock have ever been sold on the
open market. LRC s and LSC s stock transfer policies generally
di scouraged stock redenptions and sales to outsiders.

On February 8, 2000, after LRC becane an S corporation, LRC
shar ehol ders executed a sharehol der agreenent under which
shar ehol ders were prohibited from maki ng stock transfers that, in
t he opi nion of counsel for the corporation, would jeopardize
LRC s S corporation status or its lowa fam|ly-farm corporation
status. Also, LRC naintained a right of first refusal to buy any
LRC stock a sharehol der wi shed to sell.

However, in the late 1990s M. deMIt (as an officer and

director of LRC and LSC, as a trustee of the trust, and as part

3 Per a stipulation of the parties, as of the Cct. 17, 2001,
valuation date, LSC s assets, liabilities, and net asset val ue
are |listed bel ow

Asset s: Fair Market Val ue
Mar ket abl e securities $49, 970, 382
Cash 2,088,572
Equity investnents 685, 108
Short-terminvest nents 100, 000
Federal incone tax receivable 1, 500

Liabilities (21, 149)

Net asset val ue $52, 824, 413
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of his duties with an investnent managenent conpany whi ch advi sed
LRC and LSC) becanme concerned that the trust consisted of
illiquid LRC and LSC shares and that decedent and several other
el derly LRC and LSC sharehol ders did not have adequate cash for
paynent of estate taxes and other obligations upon their deaths.
By the late 1990s M. deMIt and other officers of LRC and LSC
contenpl ated sal es of LRC and LSC corporate assets to finance
stock redenptions whereby elderly LRC and LSC sharehol ders woul d
recei ve cash needed to pay estate taxes and ot her obligations.

M. deMIt and LRC managenent requested studies of the
feasibility of selling parcels of LRC farm and to outsiders.
After the valuation date LRC sold a farm servi ces subsidiary and
shut down a public grain elevator that LRC had been attenpting to
sell for sone tine. By 2000 a nunber of nergers of public
conpani es, stock of which was included in the LRC and LSC
security portfolios, anticipated nergers, and corporate
reorgani zations that likely would follow fromthe nmergers were
anticipated to result in the sale or transfer by LRC and LSC of
significant appreciated securities they held.

As of the valuation date, LRC s $33, 174,196 net asset val ue
i ncl uded $28, 762,306 in built-in capital gains--86.7 percent of
LRC s total net asset value, and $19, 789, 772 of which related to
the farm and and real property LRC owned and $8, 972,534 of which

related to narketabl e securities LRC owned.
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As of the valuation date, LSC s $52, 824, 413 net asset val ue
i ncluded $38,984,799 in built-in capital gains--73.8 percent of
LSC s total net asset val ue.
As of the valuation date, the capital gains tax rate
applicable to LRC and to LSC was between 35.5 and 39.1 percent.

See sec. 1(i)(2).4

Estate Tax Return

In connection with the preparation of the estate’ s Federal
estate tax return, the estate’s valuation expert prepared a
val uation report in which he discounted the estate’s 43. 1-percent
stock interest in LRC by 17.4 percent for built-in capital gains
taxes, by 14.8 percent for lack of control, and by 36 percent for
| ack of marketability, and in which he opined that the estate’s
interest in LRC had a valuation date fair market val ue of
$6, 475, 000.

Wth regard to the estate’s stock interest in LSC, the
estate’ s val uation expert prepared a report in which he
di scounted the estate’ s 22.96-percent stock interest in LSC by
23.56 percent for built-in capital gains taxes, by 11.9 percent

for lack of control, and by 29.7 percent for |ack of

4 As indicated, as an S corporation LRC woul d be subject to
corporate capital gains taxes on the sale before Jan. 10, 2010,
of assets owned before its Jan. 1, 2000, S election. See sec.
1374.
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mar ketability, and in which he opined that the estate’s interest
in LSC had a valuation date fair market val ue of $5, 748, 000.

On June 27, 2002, the estate’s Federal estate tax return
was filed, reporting the estate’ s respective interests in LRC and
in LSC at the above values, a total taxable gross estate of
$56, 057,800, a total Federal estate tax liability of $22,396, 609,
and a $3,391 overpaynent as a result of $22.4 nmillion in

estimated Federal estate taxes the estate had paid.

Respondent’s Audit

On March 21, 2003, respondent’s estate tax exam ner nail ed
to the estate a request for docunents and schedul ed an April 17,
2003, initial audit neeting wwth the estate’s coexecutors and
| egal representatives regarding the estate’s Federal estate tax
l[tability. In his letter, respondent’s estate tax exam ner
requested that the estate nmake available for his review LRC s and
LSC s financial statenents, tax returns, dividends paid,
officers’ salaries, shares outstandi ng, and sharehol der nanes.

At the April 17, 2003, neeting the estate’'s representatives
made available to respondent’s estate tax exam ner for review
nmost of the financial information and docunents requested.
Because the financial information and docunents nade available to
hi m were vol um nous, at the conclusion of the neeting
respondent’s estate tax exam ner did not take the docunments with

him and he did not nmake copies of the docunents he had revi ened.
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| nstead, respondent’s estate tax exam ner asked the estate’s
representatives to make copies of all of the docunents and to
mail the copies to himat his |ocal Governnent office and to
include in the mailing any docunents not previously nade
avail abl e for review -apparently sonme financial docunents
relating to LRC and LSC. Soon thereafter, one of the estate’s
representatives had serious nedical problens and was not able to
supervi se the preparation and mailing to respondent of the
request ed docunents. However, other representatives of the
estate stepped in and nailed to respondent’s estate tax exam ner
copi es of docunents that had been requested. Transmttal letters
i ncluded with the docunents mailed to respondent identified and
|isted the docunents that purportedly were included with the
mai | i ng--specifically listing the financial docunments relating to
LRC and LSC

At the conclusion of the audit, on June 14, 2005, respondent
issued to the estate a notice of deficiency in which respondent
valued the estate’s interests in LRC at $10, 300, 207 ($3, 825, 207
nmore than reported by the estate) and the estate’s interest in
LSC at $8, 762, 783 ($3,014, 783 nore than reported by the estate),
and in which respondent determ ned a $6, 223, 176 Federal estate
tax deficiency.

On April 5, 2007, in a neeting with respondent’s and the

estate’s representatives just a few days before the start of the
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trial herein, respondent’s estate tax exam ner infornmed the
estate’s representatives for the first tinme that he believed he
had never received delivery fromthe estate of copies of certain
LRC and LSC financial docunents he had requested at the April 17,

2003, initial audit neeting.

OPI NI ON

Burden of Proof

Under section 7491(a), the burden of proof on factual issues
may shift froma taxpayer to respondent where a taxpayer conplied
W th substantiation requirenents, maintained records, cooperated
w th respondent’s reasonabl e requests for w tnesses, information,
docunents, neetings, and interviews, and introduced credible
evidence. Sec. 7491(a)(1) and (2)(A) and (B); Rule 142(a)(2).

Respondent acknow edges that the estate generally conplied
with all substantiation, record mai ntenance, and cooperation
requi renents of section 7491(a)(2), but respondent argues that a
shift in the burden of proof in this case fromthe estate to
respondent on the factual valuation issues should not occur
because the estate did not tinely mail to respondent copies of
certain requested LRC and LSC financial docunents and because the
estate has not introduced credi ble evidence as to the discounts
to be applied to LRC s and LSC s net asset val ues.

Wth regard to the docunents, respondent’s estate tax

exam ner states that he was aware throughout the audit that he
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had not received fromthe estate copies of sone of the LRC and
LSC financial docunents he had requested in March of 2003, but he
expl ains that he did not bring the docunents again up with the
estate’s representatives, ask for them again, or conplain about
t heir nonproduction until just before the start of the April 2007
trial because one of the estate’s representatives was ill, and he
(the examner) did not want to nmake a fuss or appear to be
bullying the estate’s representatives.

The estate’s representatives assert that copies of al
requested LRC and LSC docunments were tinely mailed to
respondent’s estate tax examner in the spring of 2003 and that
the failure of respondent’s exam ner to comunicate to the
estate’s representatives any conplaint about the estate’s
docunent production until just a few days before the start of the
trial is inexcusable. The estate, of course, also contends that
credi bl e evidence has been submtted in support of the estate’s
cl aimed discounts to LRC s and LSC s net asset val ues.

In view of respondent’s dilatory conplaint, it is
respondent’s contention that is not credible as to the estate’s
al l eged | ack of production of LRC and LSC financial docunents.

Wth regard to credible evidence on the factual discount
i ssues, as discussed below, the trial evidence the estate
submtted certainly so qualifies. The estate qualifies for the

shift in the burden of proof under section 7491(a)(1l) on the
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factual issues as to the appropriate discounts for built-in
capital gains taxes, for lack of control, and for |ack of
marketability.?®

Q her argunents respondent makes on the burden of proof
i ssue were raised | ate, have been considered, and are found to be

w thout nerit.?®

Val uati on

For Federal estate tax purposes, the value of a decedent’s
gross estate includes the fair market value of all property owned
by the decedent’s estate. Sec. 2031; sec. 20.2031-1(b), Estate
Tax Regs. Property to be included in the estate includes assets
transferred tax free under a marital deduction froma predeceased
spouse to a trust giving life incone to the decedent. See sec.

2044.

> W note that in some cases involving the val uation of
property where all of the operative facts are stipulated and are
suppl enented at trial only by expert witness testinony, placenent
of the burden of proof may be treated as irrelevant. See, e.g.,
Estate of Jelke v. Conmm ssioner, T.C Meno. 2005-131, vacated and
remanded on ot her aspects of the valuation issue, 507 F.3d 1317
(11th Gr. 2007). In the instant case, not all operative facts
were stipulated, inportant operative facts were hotly contested
at trial, and the factual valuation issues in this case are
subject to a shift in the burden of proof under sec. 7491.

6 At trial or on brief, respondent for the first tine argues
that the estate’ s appraised value for sonme artwork, the val ue of
whi ch was settled before trial, should constitute a bar to a
shift in the burden of proof on the LRC and LSC val uation issues.
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Fair market value is defined as the hypothetical price at
which a willing buyer and a willing seller, under no conpul sion
to buy or sell and both possessing reasonabl e know edge of
relevant facts, would enter into a hypothetical sale and purchase

of the property to be valued. United States v. Cartwight, 411

U S 546, 551 (1973) (quoting sec. 20.2031-1(b), Estate Tax

Regs.); Estate of Newhouse v. Conmm ssioner, 94 T.C 193, 217

(1990).
A determ nation of the fair market val ue of property

general ly involves questions of fact. CSX Transp. Inc. v. Ga.

State Bd. of Equalizaton, 552 U.S. __ , _ (2007), 128 S. O

467, 473 (2007). Treasury regul ations expressly provide that for
Federal estate tax purposes the valuation of property involves a
fact-based inquiry that is to take into account “All rel evant
facts and el enments of value”. Sec. 20.2031-1(b), Estate Tax
Regs.

In CSX Transp. Inc., the U S. Court of Appeals for the

El eventh Crcuit had upheld as a matter of |aw a State-nmandated
particul ar val uation nmethodol ogy for railroad real property. CSX

Transp. Inc. v. Ga. State Bd. of Equalization, 472 F.3d 1281

(11th Gr. 2006). In reversing, the Suprene Court el aborated on

the factual nature of property valuation issues as foll ows:
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Valuation is not a matter of mathematics * * *.

Rat her, the calculation of true nmarket value is an
applied science, even a craft. Mst appraisers
estimate market val ue by enpl oyi ng not one net hodol ogy
but a conbination. These various nethods generate a
range of possible market val ues which the appraiser
uses to derive what he considers to be an accurate
estimate of market value, based on careful scrutiny of
all the data available. * * *

*x * * % *x * * *

Apprai sers typically enploy a conbi nation of
nmet hods because no one approach is entirely accurate,
at least in the absence of an established market for
the type of property at issue. The individual nethods
yield sonetinmes nore, sonetines less reliable results
depending on the peculiar features of the property
eval uated. * * *

*x * * % % *x *

Val uation of property, though admttedly conpl ex,
is at bottomjust “an issue of fact about possible
mar ket prices,” Suitumyv. Tahoe Regional Pl anning
Agency, 520 U. S. 725, 741, 117 S. . 1659, 137 L.Ed.2d
980 (1997), an issue * * * courts are used to
addressing. * * * [CSX Transp., Inc. v. Ga. State Bd.
of Equalization, 552 U S. at _ , _ , 128 S. (. at
472-473.]

See also G oss v. Conmm ssioner, 272 F.3d 333, 343 (6th Gr. 2001)

(“choice of the appropriate valuation nethodol ogy for a
particular stock is, initself, a question of fact”), affg. T.C

Meno. 1999-254; Estate of O Connell v. Commi ssioner, 640 F.2d

249, 251-252 (9th Cr. 1981) (trial court has “broad discretion
in determ ning what nethod of valuation nost fairly represents
the fair market value * * * in view of the facts presented at

trial”), affg. in part and revg. and remanding in part T.C Meno.
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1978-191; Silverman v. Conmm ssioner, 538 F.2d 927, 933 (2d Cr

1976) (trial court’s nmethod for valuing stock did not deprive the
donor of due process because “Such a [factual] determ nation is
one that is entitled to be nade on all the elenents of the

particul ar case” (quoting Heil Beauty Supplies, Inc. v.

Conm ssioner, 199 F.2d 193, 195 (8th Gr. 1952), affg. a

Menor andum Opi nion of this Court)), affg. T.C. Meno. 1974-285.

As stated in Rev. Rul. 59-60, secs. 3-5, 1959-1 C B. 237,
238-242, a hypothetical purchase price (i.e., fair market val ue)
is to be determ ned through a cormmonsense application of all the
rel evant facts and circunstances with appreciation for the fact
that valuation is an inexact science.

We enphasi ze that resolution of valuation issues typically
i nvol ves an approxi mation--by the parties, by the experts, and
al so by the courts--and that a court’s valuation need not be tied
to specific testinony or evidence if it is wthin the range of

val ues supported by the evidence. Estate of Davis v.

Comm ssioner, 110 T.C 530, 537 (1998); Peracchio v.

Conmi ssioner, T.C. Menp. 2003-280.

As indicated, different valuation nmethods may be used in
calculating fair market value of stock in closely held
corporations. The market nethod (or conparabl e conpany anal ysis)
conpares a closely held conpany with an unknown stock value to

simlar conpanies with known stock values. The incone (or
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di scount ed cashfl ow) nethod di scounts to present val ue
anticipated future incone of the conpany whose stock is being
val ued. The net asset value (or bal ance sheet) nethod relies
generally on the net asset value of the conpany. See Estate of

Nobl e v. Commi ssioner, T.C. Meno. 2005-2.

Wth respect to stock in closely held real estate hol ding
conpani es and investnent conpani es such as LRC and LSC, the net
asset valuation nethod is often accepted as the preferred nethod.

Estate of Smth v. Commi ssioner, T.C. Mno. 1999-368; Estate of

Ford v. Comm ssioner, T.C Meno. 1993-580, affd. 53 F.3d 924 (8th

Cr. 1995); Rev. Rul. 59-60 at sec. 5(b), 1959-1 C B. 243.

The parties’ experts used the net asset valuation nethod in
their appraisals of the fair market value of the estate’s
mnority LRC and LSC stock interests. The parties’ experts apply
di scounts to LRC s and LSC s net asset values to reflect the
substantial built-in capital gains taxes that, as of the
val uation date, were associated with LRC s and LSC s appreci at ed
assets. A hypothetical buyer would be willing to pay fair market
value for the LRC and LSC stock, which would take into account
and would reflect the mllions of dollars in untaxed appreciation
over the years in the values of LRC s and LSC s underlying
assets. Know edgeabl e buyers, however, also would negotiate
di scounts in the price of the stock to estimate, on the basis of

current tax laws, the corporate capital gain tax liabilities due
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on that very sanme appreciation when the assets are sold or

ot herwi se di sposed of by the corporation. 1In other words, if a
val uation of or price for corporate stock in a hypothetical sale
is significantly affected by the untaxed appreci ated val ue of the
under | yi ng corporate assets, the stock valuation or hypothetical
stock price also should reflect the corporate capital gains tax
liabilities that the appreciated assets carry with them and t hat
will be paid by the corporation upon sale or other disposition of

the assets. See Eisenberg v. Conm ssioner, 155 F.3d 50, 57 (2d

Cr. 1998), vacating and remanding T.C. Meno. 1997-483; Estate of

Davis v. Commi ssioner, supra at 550; Estate of Dailey v.

Conmi ssioner, T.C. Menp. 2001-263; Estate of Borgatell o v.

Conmi ssioner, T.C. Menp. 2000-264.

The parties’ experts also apply discounts to LRC s and LSC s
net asset values to take into account the estate’s mnority LRC
and LSC stock interests and the |ack of marketability of those
interests. The mnority interest or lack of control involves the
inability to control corporate action, select nmanagenent,
determne timng and anmounts of distributions, arrange financing,
and nmake deci sions about |iquidation, nerger, and asset sales.
The lack of marketability is based primarily on the fact that

there is no public market for LRC and LSC stock. See Mandel baum

v. Comm ssioner, T.C Meno. 1995-255, affd. w thout published

opinion 91 F.3d 124 (3d GCr. 1996).
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We eval uate the opinions of the expert witnesses in this
case, recognizing each expert’s qualifications, but particularly
in view of the evidence and facts relevant to the estate’s
mnority LRC and LSC stock interests. See Parker v.

Conm ssioner, 86 T.C. 547, 561 (1986).

As stated, the experts agree that as of the valuation date
LRC and LSC net asset val ues were $33, 174,196 and $52, 824, 413,
respectively. Before discounts that the experts apply, the net
asset values of the estate’ s respective 43.1- and 22. 96- per cent
mnority interests in LRC and LSC were $14, 298,078 and
$12, 128, 485.

The follow ng chart summari zes the discounts to LRC s and
LSC s net asset values for built-in capital gains taxes, for |ack
of control, and for lack of marketability that the estate’ s and
respondent’s experts use, and the chart sets forth the experts’
bottom|ine opinions of fair market value (FW) of the estate’s

respective LRC and LSC mnority stock interests:
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The Estate’s Respondent’ s
Exper t Exper t
LRC
Net asset val ue $33, 174, 196 $33, 174, 196
Net asset val ue of
estate’s 43.1% i nt er est $14, 298, 078 $14, 298, 078
Less di scounts for:
Built-in capital
gai ns taxes 17. 4% 2. 0%
Lack of control 14. 8% 10. 0%
Lack of marketability 36. 0% 18. 0%
Opi ni on of FW of
estate’ s interest $6, 475, 000 $10, 069, 886
The Estate’s Respondent’ s
Exper t Exper t
LSC
Net asset val ue $52, 845, 562 $52, 845, 562

Net asset val ue of
estate’'s 22.96% i nt er est $12, 133, 341 $12, 133, 341

Less di scounts for:
Built-in capital

gai ns taxes 23. 6% 8. 0%
Lack of control 11. 9% 5. 0%
Lack of marketability 29. 7% 10. 0%

Opi ni on of FMW of
estate’ s interest $5, 748, 000 $9, 565, 535

The parties’ experts are well qualified.

The Estate’'s Expert

In calculating his discounts for built-in capital gains
taxes relating to LRC s and LSC s appreci ated assets, the

estate’ s expert, anong other things, reviewed m nutes of LRC and
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LSC board neetings and the history of LRC s and LSC s asset

sales, and he talked with LRC s and LSC s officers and board of
directors about plans for the sale of LRC s and LSC s corporate
assets. The estate’s expert projected holding periods and sal e
dates for LRC s and LSC s appreci ated assets, and he esti mated
appreciation for the assets during the holding periods until the
estimated sal e dates, calculated the capital gains taxes that
were estimated to be due on the sale of the appreciated assets on
the projected sale dates, discounted to present value the capital
gai ns taxes so cal cul ated, and subtracted the present val ue of
the projected capital gains taxes fromthe net asset val ues of
LRC and of LSC, respectively.

The estate’s expert’s estimted annual turnover or sale
rates for each class of asset were based on historical asset
sales by LRC and LSC as well as on conversations with LRC s and
LSC s officers and directors and m nutes from board neeti ngs
indicating an intent to sell sone assets in the near future, and
he projected the nunber of years fromthe valuation date that
woul d el apse before LRC s and LSC s assets owned on the val uation
date woul d be sol d.

For LRC, the estate’ s expert’s asset turnover rate resulted
in a projected average asset holding period of 5 years. As of
the valuation date and using a capital gains tax rate of 38.8

percent, the present value of the estimated capital gains taxes
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that likely would be due on LRC s assets, under the estate’s
expert’s method, was $5,616,085 (17.4 percent of LRC s net asset
val ue).

For LSC, the estate’s expert’'s 12.5-percent annual turnover
rate resulted in a projected holding period of 8 years and
estimated capital gains taxes of $32,995,835. As of the
val uation date and using a capital gains tax rate of 35.32
percent, the present value of LSC s estimated capital gains taxes
that likely would be due on LSC s assets, under the estate’s
expert’s method, was $12, 455,695 (23.6 percent of LSC s net asset
val ue).

To determine his |ack of control discount for the estate’s
43. 1-percent stock interest in LRC, the estate’s expert conpared
LRC s securities to closed-end funds’ and conpared LRC s farm and
and other assets to real estate investnent trusts (REITs) and
real estate limted partnerships (RELPs). The estate’s expert
revi ewed observed | ack of control discounts applied to closed-end
fund stock sales as well as to sales of REIT and RELP interests.

The estate’s expert observed | ack of control discounts for
cl osed-end funds of 3.36 percent, with a nedian of 7.16 percent

and a standard deviation of 17.73 percent. For REITs, |ack of

" Cl osed-end funds are publicly traded corporations that,
like LSC, invest in securities, pay dividends, and generally do
not issue new shares of stock or redeem outstandi ng shares of
st ock.
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control discounts observed ranged fromO to 38.1 percent over a
10-year period, with the average discount during the year before
the valuation date of 25.5 percent. For RELPs, for |ack of
control and lack of marketability a conbi ned nean di scount of 25
percent and a range of 10 to 50 percent was observed.

The estate’s expert considered that a 43. 1-percent interest
hol der woul d have sonme ability to force |iquidation and to change
LRC s policy and operation. The estate’'s expert considered LRC s
current financial efficiency as neasured by expenses to be
simlar to other investnents of the sanme nature. However, the
estate’ s expert considered LRC s historical returns to be
substantially bel ow those of other investnents of a simlar
nat ure.

The estate’s expert assigned to each of the above factors a
val ue between -1 and 1, where -1 represented poor investor rights
and 1 represented excellent investor rights. The factors
regarding ability to force liquidation, ability to change LRC s
policy and operation, and financial efficiency were each assigned
values of O reflecting average investor rights, and the factor
regarding LRC s historical returns was assigned a value of -1,
reflecting poor investor rights.

Using a fornula incorporating the observed | ack of control
di scounts as well as the above factors relating to LRC (as

represented by their average assigned val ues) and wei ghted for
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LRC s conbi ned asset classes, the estate’ s expert calculated a
14. 8-percent | ack of control discount for the estate’'s 43.1-
percent stock interest in LRC

In calculating his lack of control discount for the estate’s
22.96-percent stock interest in LSC, the estate’s expert conpared
LSC to cl osed-end funds and used the observed nean, nedian, and
standard devi ation for |lack of control discounts relating to
cl osed-end fund stock sal es.

The estate’s expert considered that a 22.96-interest hol der
woul d have little ability to force liquidation or to change LSC s
policies and operations. The estate’'s expert al so considered
LSC s current financial efficiency and historical returns to be
simlar to what a 22.96-interest holder in LSC woul d expect on
t he basis of the behavior of conparabl e investnents.

The estate’s expert assigned to each factor val ues as
descri bed above. Thus, the factors regarding ability to force
i quidation and to change LSC s policy and operation were each
assigned values of -.5 reflecting | ess favorabl e than average
investor rights, and the factors regarding financial efficiency
and historical returns were each assigned values of 0 reflecting
average investor rights.

Usi ng the above formula, the estate’s expert determ ned a
| ack of control discount for the estate’s LSC stock interest,

unwei ghted by asset class, of 12.23 percent. The estate’ s expert
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t hen reduced the unwei ghted | ack of control discount to account
for LSC s snmall percentage of cash and short-terminvestnents,
resulting in an 11.9-percent |ack of control discount for the
estate’s 22.96-percent interest in LSC

In calculating his lack of marketability discount for the
estate’s mnority stock interest in LRC, the estate’s expert
conpared stock of LRC to restricted stock, including letter
stock, ® and revi ewed observed | ack of marketability discounts
applied to restricted stock sales. The observed di scounts ranged
from10 to 30 percent for |larger conpanies with profitable
operations and from 30 to 50 percent for small conpanies with
characteristics indicative of a high degree of risk of |oss.

The estate’s expert considered that restrictions on LRC s
share transferability as well as LRC s built-in capital gains
woul d result in a relatively higher discount for |ack of
marketability. The estate’ s expert al so consi dered expectations
of future cashflow, liquidity of underlying assets, and LRC s
smal | si ze.

The estate’s expert assigned to each of the above factors
val ues between -1 and 1. However, in his February 2007 report
the estate’s expert did not specify values by factor but instead

gave average val ues for each class of assets that LRC owned. For

8 Letter stock consists of stock that is restricted from
trading on the open market for a specified period of tine.
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exanpl e, LRC s cash received an average value of .25, LRC s
mar ket abl e securities received an average value of -.125, and
LRC s farm and and farm and-rel ated assets received an average
val ue of -.5.

Using the fornul a descri bed above, the estate’ s expert
cal cul ated a 36-percent |ack of marketability discount applicable
to the estate’s LRC stock interest.

In calculating his lack of marketability discount for the
estate’s mnority stock interest in LSC, the estate’s expert
conpared stock of LSCto restricted stock with observed
mar ketability discounts ranging from10 to 30 percent for |arger
firmse with profitable operations and from 30 to 50 percent for
smal | conpanies with characteristics indicative of a high degree
of risk. The estate’s expert considered restrictions on LSC s
share transferability, expectations of future cashflow and
liquidity of LSC s underlying assets.

The estate’s expert assigned to each of the above factors
val ues between -1 and 1. However, in his February 2007 report
and simlar to his treatnment of LRC, the estate’s expert did not
specify values by factor but instead gave average val ues for each
cl ass of assets that LSC owned. For exanple, LSC s cash and
short-terminvestnents were assigned a total high average val ue

of .5, LSC s nmarketable securities were assigned a total neutral
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average value of 0, and LSC s venture funds investnents were
assigned a | ow average val ue of -.25.

Using the fornul a descri bed above, the estate’ s expert
cal cul ated a 29.7-percent |lack of marketability discount for the

estate’s 22.96-percent LSC stock interest.?®

Respondent’s Expert

In calculating his discounts for built-in capital gains
taxes, for each asset class wthin LRC and LSC respondent’s
expert used turnover rate estimtes based solely on historical
asset sales by LRC and LSC.

Respondent’ s expert did not talk to LRC or LSC nmanagenent.

Respondent’ s expert used his turnover rates to project asset
hol di ng periods. Respondent’s expert assuned a capital gains tax
rate effective at the end of the hol ding period and cal cul ated
capital gains tax due on the assets, and respondent’s expert
di scounted back to present value the projected capital gains
taxes, treating the present value of the capital gains taxes as a
l[Tability, subtracting themfrom net asset val ues.

For LRC, respondent’s expert’s 1.86-percent asset turnover

rate resulted in a projected asset hol ding period of 53.76 years.

°® The estate’s expert’s 29.7-percent |lack of marketability
di scount for the estate’s LSC stock interest is significantly
hi gher than the 21.4-percent discount therefor that the sane
expert witness used in 2000 in valuing for Federal gift tax
pur poses the sane interest.



- 30 -
Because LRC, as a result of its S election, beginning in 2010
woul d no | onger be required to pay corporate-|evel capital gains
t axes, respondent’s expert did not include in his calculation of
a capital gains tax discount any capital gains taxes which under
his nethod were projected to be incurred beyond 2009.

Respondent’s expert nultiplied a 38.8-percent capital gains
tax rate by the $8, 961,922 capital gains that, as of the
val uati on date, would be realized on an i medi ate sale of LRC s
assets to yield a capital gains tax of $3,477,226. Respondent’s
expert then discounted a ratable portion of the $3,477, 226
capital gains taxes per year for 9 years ($3,477,226 capita
gai ns taxes divided by 53.76 years equal s $64, 681 due each year
of the holding period) to yield a present value for the capital
gai ns taxes of $358,116--an approxi mate 2-percent discount from
LRC s net asset val ue.

For LSC, respondent’s expert’s 3.45-percent asset turnover
rate resulted in a projected asset hol ding period of 29 years.
Respondent’s expert nultiplied a 35.32-percent capital gains tax
rate by the $38, 984,854 capital gains that, as of the valuation
date, would be realized on an i medi ate sale of LSC s assets to
produce capital gains taxes of $13,769,450. Respondent’s expert
t hen di scounted a ratable portion of the $13, 769, 450 capital
gai ns taxes per year for 29 years ($13, 769, 450 capital gains

t axes divided by 29 years equal s $474, 809 due each year of the



- 31 -
hol ding period) to yield a present value for the capital gains

t axes of $4,107,147--an 8-percent discount fromLSC s net asset
val ue.

Regardi ng the I ack of control and |lack of marketability
di scounts, respondent’s expert conpared LRC and LSC with publicly
traded entities, including those involving restricted stock,
revi ewed observed di scounts applicable to the sale of interests
in publicly traded entities, and, within a range of observed
di scounts that did not include the highest and | owest observed
di scounts, adjusted the discounts for LRC and LSC for factors
specific to LRC and LSC.

According to respondent’s expert, a discount for |ack of
control generally is required only if the buyer intends to make
changes to the operation of the corporation. Because
respondent’ s expert considered LRC s investnents as performng
wel |, respondent’s expert concluded that a hypothetical buyer
woul d make few changes to the operation of LRC and therefore that
a buyer woul d not expect a large discount for |ack of control.

In his analysis of LRC s nmarketable securities, respondent’s
expert, like the estate’s expert, used closed-end fund data as a
benchmar k. However, because the standard deviation applicable to
| ack of control discounts for closed-end funds was nore than 17
percent and the average di scount was only 3.4 percent,

respondent’s expert “trimmed the nmean”, or elimnated fromhis
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review the top and bottom 10 percent of observed | ack of control
di scounts for closed-end funds, resulting in a trimred average

| ack of control discount for closed-end funds of 5.2 percent.

Respondent’ s expert did not break down his discount analysis
by asset class, as did the estate’s expert. |Instead,
respondent’s expert analyzed LRC s marketabl e securities
(i ncluding cash and other equity investnents) as a whol e.

Respondent’ s expert considered that a 43-percent interest
hol der in LRC woul d have an above average ability to force
liquidation or to change LRC s policy and operation. However, as
stated, respondent’s expert al so considered that any sharehol der
in LRC would place little value on control because a sharehol der
woul d not desire to change operations. Further, respondent’s
expert considered that LRC s marketable securities yielded very
good returns. Respondent’s expert therefore concluded that a
bel ow average | ack of control discount of 5 percent was
appropriate with regard to LRC s nmarketabl e securities.

Wth regard to LRC s farml and and rel ated assets,
respondent’ s expert reviewed a variety of published data.
Respondent’ s expert noted 17- to 20-percent |ack of control
di scounts observed in takeovers of public real estate conpanies,
as reported in Mergerstat Review. |In respondent’s expert’s view,
di scounts relating to takeovers generally are higher than

di scounts for normal sales activity, and the |ack of control
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di scount applicable to LRC s farml and and rel ated assets should
be | ower than discounts reported by Mergerstat Review.

Respondent’ s expert determ ned a 15-percent discount for
| ack of control relating to LRC s farm and and rel ated assets.
Respondent’ s expert pointed out that he agreed with the estate’s
expert’s valuation in principle (but not in application) and that
the 15-percent discount respondent’s expert used for LRC s
farm and and rel ated assets was simlar to the 15.7-percent
di scount that the estate’s expert derived for the sane farm
rel ated assets of LRC.

Even though LRC s farm and and rel ated assets constituted
the bulk of LRC s net asset value, respondent’s expert averaged
the two above di scounts to determ ne his 10-percent |ack of
control discount for LRC (i.e., 5 percent for LRC s marketable
securities plus 15 percent for LRC s farmrel ated assets divided
by 2 equals 10 percent).

To calculate a lack of control discount for LSC
respondent’s expert again used closed-end fund data and a
“trinmmed nean” of 5.2 percent. Because the estate’ s 22.96-
percent interest in LSC was the single | argest block of stock
ownership in LSC, because respondent’s expert considers that a
potential buyer would not want to change the managenent of LSC,
and because LSC s returns have been good, respondent’s expert

concl uded that a bel owaverage | ack of control discount of
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5 percent was appropriate for the estate’s interest in LSC. 1In
essence, respondent’s expert opined that a hypothetical buyer of
a mnority interest in a closely held famly corporation that is
performng well “would place no value on control” and therefore
that only a nomnal |ack of control discount should be applied to
the estate’s LSC stock interest.

To determine his |ack of marketability di scount for the
estate’s LRC stock interest, respondent’s expert conpared stock
of LRCto restricted stock and revi ewed observed | ack of
mar ketabi ity di scounts applied to restricted stock sal es
(itncluding three studies of restricted stock sales fromthe |ate
1990s that the estate’s expert did not review). Respondent’s
expert determ ned a 25-percent average observed | ack of
mar ketabi l ity discount for restricted stock sal es.

Because sale prices for restricted stock may in his view
include factors unrelated to marketability (e.g., liquidity of
underlying assets and corporate distress), respondent’s expert
al so reviewed private placenent studies that conpared di scounts
applied to registered, freely tradable private placenents and
unregi stered, not freely tradable private placenents.
Respondent’ s expert considered the difference between the
di scounts applied to the two types of private placenents to be

indicative of a “true” discount for lack of marketability and
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determ ned a range of 7.23 to 17.6 percent in observed |ack of
mar ketability discounts for private placenents.

Respondent’ s expert then opined that three factors (LRC s
di vidend paying policy, the ability of a 43.1-percent interest
hol der in LRC to affect managenent, and the small |ikelihood that
LRC woul d incur the cost of an initial public offering) suggested
that a |lack of marketability discount for the estate’s interest
in LRC shoul d be bel ow aver age.

Respondent’ s expert opined that an additional five factors
(the slight difficulty an investor woul d encounter in determning
LRC s net asset value, LRC s likelihood of continued returns,
LRC s | ow managenent fees, the holding period necessary for LRC
to be able to sell farm and and rel ated assets, and LRC s
w Ilingness to redeem stock but potential inability to do so due
to taxes that woul d be due on redenption) suggested a
mar ketability discount that was only average but that LRC s
restrictions on stock transferability suggested an above-average
| ack of marketability discount.

Usi ng benchmarks established by restricted stock and private
pl acenment sal es studies and adjusting for the above factors,
respondent’ s expert determ ned that 18 percent was a reasonable
bel ow average | ack of marketability discount for the estate’s

shares of stock in LRC
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To determine a |l ack of marketability di scount for the
estate’s mnority stock interest in LSC, respondent’s expert
reviewed the sanme restricted stock and private placenent data
referred to above. Because LSC s assets consisted mainly of
mar ket abl e securities whose values were readily ascertai nabl e and
sal abl e, respondent’s expert opined that a | ack of marketability
di scount shoul d be average or bel ow aver age.
Further, respondent’s expert opined that LSC s policy of
payi ng di vidends, LSC s transparent financial conditions, LSC s
I ong history of investnents that provided returns, LSC s | ow
managenent fees and conpetent managenent, the |ack of formal
| egal restrictions on transferability of shares of stock, and the
smal | likelihood that LSC would incur the cost of an initial
public offering in the future all suggested that the |ack of
mar ketabi ity di scount for LSC should be bel ow aver age.
Respondent’ s expert concluded that 10 percent was a reasonabl e
bel ow average | ack of marketability discount to apply to the

estate’s shares of stock in LSC

Anal ysi s
On the facts and evidence before us, with regard to the

built-in capital gains tax discounts, in view of the asset
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val uation nmet hod enpl oyed by the parties and their experts, the
hi ghly appreci ated nonoperating i nvestnent assets held by LRC and
LSC as of the valuation date, and the C corporate tax liabilities
to which LRC and LSC remai n subject, we consider it likely that a
willing buyer and a willing seller would negotiate and agree to
significant discounts to net asset values relating to the
estimated corporate capital gains taxes that would be due on the

sale of LRC' s and LSC s nonoperating assets.?

10 Under the asset approach to the valuation of appreciated
C corporation nonoperating assets, valuation discounts (apart
fromdiscounts for |ack of control and marketability) for
estimated built-in capital gains taxes have been the subject of
much litigation. For cases denying built-in capital gains tax
di scounts for years before 1986, when forner secs. 336 and 337
made i nposition of capital gains taxes on appreciated corporate
assets specul ative, see, for exanple, Estate of Piper v.
Comm ssioner, 72 T.C. 1062, 1087 (1979) and Estate of Crui kshank
v. Comm ssioner, 9 T.C 162, 165 (1947).

For cases allowing built-in capital gains tax discounts for
years after anmendnent in 1986 of secs. 311, 336, and 337 by the
Tax Reform Act of 1986, Pub. L. 99-514, sec. 631, 100 Stat.

2269, under which corporations no |onger could readily avoid
capital gains taxes on appreci ated assets, see, for exanple,
Estate of Jelke v. Conmm ssioner, 507 F.3d 1317 (11th Cr. 2007);
Estate of Dunn v. Comm ssioner, 301 F.3d 339, 354 (5th Gr.

2002), revg. T.C. Meno. 2000-12, Estate of Janeson v.
Conm ssi oner, 267 F.3d 366, 371-372 (5th Gr. 2001), vacating and
remanding T.C. Meno. 1999-43, Eisenberg v. Comm ssioner, 155 F.3d
50, 57-58 (2d Cir. 1998), vacating and remanding T.C. Meno. 1997-
483, Estate of Davis v. Conmm ssioner, 110 T.C. 530 (1998), Estate
of Dailey v. Comm ssioner, T.C Meno. 2001-263, and Estate of
Borgatello v. Comm ssioner, T.C Meno. 2000-264.

(continued. . .)
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The estate’s expert’s assunptions relating to asset turnover
estimates were based on nore accurate data (nanely, historica
data, recent data, and conversations wth managenent) than were
respondent’s expert’s assunptions (nanely, historical data and
wrong assunptions as to managenent’s pl ans).

As indicated, the estate’s expert and respondent’s expert
projected that a certain percentage of LRC s assets, using their
turnover estimates, would be sold each year. The estate’s

expert’s projections for LRC of an average asset hol ding period

10, .. conti nued)

In Estate of Jelke v. Comm ssioner, 507 F.3d at 1331, the
U S. Court of Appeals for the Eleventh Circuit held that--using
the net asset nethod to value closely held C corporation stock
and regardl ess of whether a sale or liquidation of corporate
i nvest ment assets was contenpl ated as of the valuation date--an
assunption, as a matter of law, was appropriate that al
corporate investnent nonoperating assets would be |iquidated on
the valuation date and therefore that a built-in capital gains
tax discount equal to 100 percent of the built-in capital gains
taxes that would be due on a sale of the appreci ated assets
shoul d be allowed. To the sane effect see the opinion of the
United States Court of Appeals for the Fifth Crcuit in Estate of
Dunn v. Comm ssioner, supra at 352-353.

Herein, the estate’ s expert does not assume that LRC s and
LSC s appreci ated, nonoperating assets would be sold on the
val uation date, and the estate does not ask us to apply a ful
dol | ar-for-doll ar valuation discount for estimated built-in
capital gains taxes. Therefore, we need not decide herein
whet her such an approach woul d be appropriate in another case
where that argunent is made.
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of 5 years and for LSC a holding period of 8 years were based on
hi storical asset sales and conversations with LRC managenent
about potential asset sales in later years.!!

Respondent’ s expert al so projects that LRC s and LSC s
corporate assets will be held for and sold off over a period of
years, and respondent’s expert discounts to present val ue, as of
the valuation date, those estimted capital gains taxes, but
respondent’ s expert does not take into account appreciation
during the holding period that also |likely will occur and that
w |l be subject to taxes at the corporate | evel--what one expert

has described as the tax-inefficient entity drag. See Johnson &

11 Under the estate’s expert’s turnover estimates for LRC
(which we find credi ble and reasonable on the facts) LRC s assets
owned on the valuation date are treated as sold during the period
in which LRCwll still owe corporate-|level taxes on the sale of
assets and therefore a built-in capital gains tax discount for
LRC i s appropriate. The facts herein are unique and not al
S corporations will be allowed a built-in capital gains tax
di scount. See Dallas v. Conm ssioner, T.C Meno. 2006-212.

Regarding LSC, the estate’ s expert’s cal cul ati on of the
built-in capital gains tax discount assuned a sale of assets in
year 8 for ease of explanation. |If the estate s expert had nade
his capital gains tax calculation using a sale of 12.5 percent of
LSC assets in each of years 1 through 8 after the valuation date,
his cal cul ati on woul d have been nore consistent with his
projection of asset turnover (i.e., 12.5 percent of assets sold
in each year resulting in a final asset sale in year 8) and al so
woul d have resulted in a slightly increased built-in capita
gains tax discount. W find no significant flawin the estate’s
expert’s sinplification.
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Barber, "Tax-Inefficient Entity D scount”, 6 Valuation Strategies
20, 46 (Mar./Apr. 2003). On the facts presented to us, we
believe that, as of the valuation date, a hypothetical buyer of
LRC and LSC stock would attenpt to estinate this extra corporate
| evel tax burden on hol di ng-period asset appreciation and woul d
i nclude the estimated cost or present value thereof in a built-in
capi tal gains discount that would be negoti ated between the
hypot heti cal buyer and seller. W accept the estate’ s expert’s
estimates of his built-in capital gains discounts for LRC and
LSC. 12

Wth regard to the estate’s LRC and LSC stock interests and
on the basis of all of the facts and evidence before us, we

conclude that the estate’s 17.4 and 23.6 percent built-in capital

12 One of respondent’s own experts in another case
acknow edges that he al so would take into account hol di ng-peri od
asset appreciation in calculating appropriate val uation di scounts
to net asset value. See Estate of Dailey v. Conm ssioner, T.C
Meno. 2001-263. Also, in Estate of Borgatello v. Conm ssioner,
supra, the parties included in their calculations of a built-in
capital gains tax discount, and the Court included in its
cal cul ation thereof, estimated hol ding period asset appreciation
and capital gains taxes thereon. W note that in Estate of Jel ke
v. Comm ssioner, T.C Meno. 2005-131, the nethodol ogy used by the
Court to calculate a discount for built-in capital gains taxes
di d not include hol ding-period asset appreciation. However, in
Jel ke the Court al so enphasi zed the factual nature of the
cal cul ation of discounts for built-in capital gains taxes in a
particul ar case and expressly stated that a val uati on nmet hodol ogy
used in one case was not binding on the Court in another case.
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gains tax discounts are appropriate with respect to the estate’s
interests in LRC and LSC, respectively.

Wth regard to the lack of control discount for LRC, we note
that both experts, using slightly different data sets, cal cul ated
simlar lack of control discounts for LRC s farm and and rel ated
assets (the estate’'s expert--15.7 percent; respondent’s expert--
15 percent) and that both experts used | ack of control discounts
for LRC s securities |ower than the | ack of control discounts for
LRC s farml and and rel ated assets.

Bot h experts averaged their discounts for the farm and and
for the securities to determne a | ack of control discount for
the estate’s LRC stock interest. The estate’s expert used a
wei ght ed average to account for the fact the LRC has
significantly nore farm and than securities. |In contrast,
respondent’ s expert used a straight average.

A strai ght average woul d have been appropriate if LRC s
farm and and securities hol dings were roughly equival ent.

However, LRC s securities constituted a significantly smaller
portion of LRC s total assets. |If respondent’s expert had
accounted for LRC s unequal m x of assets by using a weighted

average, respondent’s expert’s lack of control discount would
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have been nore applicable to LRC (and woul d have been cl oser to
the estate’'s expert’s 14.8-percent |ack of control discount).

We conclude that the estate’ s expert’'s 14.8-percent |ack of
control discount for the estate’s LRC mnority stock interest is
appropri ate.

Wth regard to the lack of control discount for the estate’s
LSC stock interest, respondent’s expert applied the sane 5-
percent discount as he applied to LRC s securities portfolio even
t hough the estate’s 22.96-percent stock interest in LSC was much
smal l er than the estate’s 43. 1-percent stock interest in LRC,
whereas, the estate’ s expert used an increased | ack of control
di scount for LSC (relative to the sane type of assets--
securities) to take into account the estate’s snmaller stock
interest in LSC

We conclude that the estate’s 11.9-percent |ack of control
di scount for the estate’s mnority stock interest in LSCis
appropri ate.

Wth regard to the lack of marketability discounts for both
LRC and LSC, we consider it appropriate to weigh the assets by
class. W, however, regard the estate s expert’s respective 36-
percent and 29.7-percent |ack of marketability di scounts,

particularly when conbined with the 14.8- and 11.9-percent |ack
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of control discounts we allow, to be high. The estate’s expert
used sone outdated data relating to restricted stock discounts.
Hi s discounts are higher than marketability discounts reflected
in benchmark studies that included all conponents of a | ack of
mar ket abi ity di scount.

We al so note that the estate’s expert opined in another
val uation report prepared for Federal gift tax purposes in March
of 2000 that the estate’s sanme 22.96-percent LSC mnority stock
interest was appropriately discounted for |ack of marketability
by 21.4 percent, significantly |ower than the 29.7-percent |ack
of marketability di scount he suggests herein and corroborative of
the lack of marketability di scount we conclude is appropriate.

We concl ude that discounts for |lack of marketability of 25
percent and 20 percent should apply to the estate’s respective
LRC and LSC mnority stock interests.

The chart bel ow summari zes the discounts for built-in
capital gains taxes, for lack of control, and for |ack of
marketability that we find to be appropriate on the basis of the
evi dence and taking into account respondent’s burden of proof in
this case on these factual valuation issues--and our cal cul ations

of the respective $7,546, 725 and $6, 530, 790 fair market val ues of
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the estate’s 43.1- and 22. 96-percent respective LRC and LSC stock

i nterests: 13

LRC
Net asset val ue $33, 174, 196
Net asset val ue of
estate’s 43.1% i nt er est $14, 298, 078
Less di scounts for:
Built-in capital gains taxes 17. 4%
Lack of control 14. 8%
Lack of marketability 25. 0%
FMW/ of estate’s
i nt erest $7, 546, 725
LSC
Net asset val ue $52, 845, 562
Net asset val ue of
estate’'s 22.96% i nt er est $12, 133, 341
Less di scounts for:
Built-in capital gains taxes 23. 6%
Lack of control 11. 9%
Lack of marketability 20. 0%

FMWV of estate’s
i nt er est $6, 530, 790

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

13 As stated, the issues presented to us are the appropriate
anounts of the respective three discounts. The precise
mat hemati cal application of the three discounts that we concl ude
are appropriate to the estate’s shares of the net asset val ues of
LRC and LSC is subject to the parties’ Rule 155 cal cul ati ons.



